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Section 1202 provides an exclusion from capital gain when a taxpayer sells qualified small business stock (QSBS) if all
of Section 1202’s eligibility requirements have been satisfied." The One Big Beautiful Bill Acc (OBBBA) further
enhanced Section 1202’s benefits for QSBS issued after the July 4, 2025, date of enactment. Section 1045 provides
for the tax-free rollover of gain from the sale of QSBS, where proceeds are rolled over into replacement QSBS, again

assuming all eligibility requirements are satisfied. For articles discussing the benefits, requirements and planning

aspects for Sections 1202 and 1045, see the QSBS library.

This Guidebook is a resource backed by a series of articles and blogs authored by Scott Dolson addressing planning

issues relating to Sections 1202 and 1045. References to applicable articles previously published on the Frost Brown

Todd website are included throughout this Guidebook. Additional information regarding QSBS planning and the
firm’s tax planning group can be found at the Frost Brown Todd website.
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Key Takeaways from this Guidebook

- Section 1202’s Gain Exclusion and the Cap. Section 1202 provides for a 100% exclusion from federal income

taxes when QSBS held for five years is sold in a taxable sale, subject to a gain exclusion cap of $10 million per

taxpayer per issuing corporation ($15 million for QSBS issued after July 4, 2025) or, if greater, 10 times the
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aggregate tax basis of QSBS held by a taxpayer.” If the gain exclusion applies to the taxable sale of QSBS issued
after September 27, 2010, there is no capital gains tax, no 3.8% net investment income tax and no alternative

minimum tax. Many states, with a few noteworthy exceptions, follow the federal treatment (see Section A).

A The “Standard Cap.” OBBBA increased the standard per-taxpayer, per-QSBS issuer cap from $10
million to $15 million for QSBS issued after July 4, 2025.” If five taxpayers hold a corporation’s
QSBS, each of those taxpayers has at least a $10 million potential Section 1202 gain exclusion. A
taxpayer who holds QSBS in five corporations has at least a $10 million potential gain exclusion in
each corporation. If a fund with 20 partners acquires and later sells QSBS, there is the potential for

the pass through of at least a $200 million gain exclusion ($10 million per partner) (see Section H).

A The “10X Cap.” In addition to the Standard Cap, taxpayers may have the opportunity to take
advantage of Section 1202’s 10X Cap, which provides for a gain exclusion cap of 10 times the money
or fair market value of property contributed to corporation in exchange for QSBS. If taxpayers fund
a newly-formed C corporation for $45 million for the purpose of acquiring the stock or assets of a
qualified business, the potential Section 1202 gain exclusion would be $450 million (10 times the

$45 million tax basis) (see Section H).

- Section 1045 Rollover Planning.
A Less than five-year holding period. A taxpayer who sells his QSBS before achieving a five-year+

holding period has several options for deferring gain recognition and potentially qualify for Section
1202’s exclusion: (i) under Section 1045, the taxpayer can reinvest sale proceeds in other QSBS
investments, (ii) the taxpayer can exchange the original QSBS for stock (either QSBS or non-QSBS)
in a Section 351 nonrecognition exchange or a Section 368 tax-free reorganization, or (iii) the
taxpayer can take advantage of the partial gain exclusions introduced by OBBBA for QSBS held for

three or four years (see Section M).

A Capital gains exceeding Section 1202 gain exclusion caps. If a taxpayer sells QSBS for $20 million,
the taxpayer can claim the $10 million (or $15 million, as applicable) gain exclusion (assuming no
more gain exclusion would be available applying the 10X Cap) and benefit from nonrecognition
treatment on the remaining $10 million in otherwise taxable gain by funding a corporate start-up or

reinvesting funds under Section 1045 into replacement QSBS.

A M&A rollover transaction. In order to preserve the QSBS status of stock in a M&A rollover
transaction, the rollover can be structured to involve (i) retention of target company QSBS, (ii)
exchanging target company QSBS for buyer stock (QSBS or non-QSBS) in a Section 351
nonrecognition exchange or Section 368 tax-free reorganization, or (iii) a taxable sale of the original
QSBS and reinvestment of proceeds in replacement QSBS (including potentially buyer QSBS).
QSBS status is forfeited if stock is exchanged for partnership equity (e.g., LP/LLC interests) in a

Section 721 nonrecognition exchange.

. Tiered QSBS Structures.

A Acquiring stock of a subsidiary. If a taxpayer forms a C corporation by exchanging money for stock,

and the C corporation in turn acquires a majority equity stake in a corporation, the language of
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Section 1202 supports the conclusion that the parent corporation’s stock can qualify as QSBS (see
Section L). This opens the door for an issuer of QSBS to be used as an acquisition vehicle in stock

and asset acquisitions of businesses engaged in qualified activities.

A Issuance of a “carried interest” by an upper tier partnership. Section 1202 limits a partner’s gain
exclusion to the “interest” held on the date the partnership acquired QSBS, which has caused some to
conclude that holders of carried interests (i.e., profits interests) in a partnership owning QSBS won’t
share in Section 1202’s gain exclusion. A more favorable interpretation of the rules is that that the
term “interest” for purposes of Section 1202 should include a partner’s right, to a share of future

appreciation, as embodied in applicable governing agreement (see Section K).

- Key Section 1202 Eligibility Requirements.

A Navigating Section 1202’s aggregate gross assets size test (the “Aggregate Gross Asset Test”).
OBBBA increased the Aggregate Gross Assets Test’s size limit from $50 million to $75 million for
QSBS issued after July 4, 2025.% Taxpayers who are looking to take advantage of Section 1202’s gain
exclusion must navigate Section 1202’s requirement that QSBS cannot be issued once a corporation
has consolidated “aggregate gross assets” exceeding $75 million (which includes the value of any
parent corporation’s assets or corporate subsidiary’s assets). While this eligibility requirement can be
limiting, provisions setting forth how aggregate gross assets should be calculated, and in particular,
the parent-subsidiary “look-through” rule, presents potential opportunities for acquiring the stock of
target companies with asset values exceeding $75 million (see Section L).

A Qualified Trade or Business. Section 1202’s excluded activity categories include healthcare, financial
services, consulting, engineering and brokerage businesses (see Section F). Many businesses engaging
in activities that provide products or services to or perhaps involve Section 1202’s categories of
excluded activities can be carefully structured so as to permit taxpayers to take advantage of
Section1202’s benefits.

About the Author

Scott W. Dolson | Tax, Benefits & Estates
Partner | Louisville, KY | 502.568.0203 | sdolson@fbtlaw.com

Scott assists with tax planning for business formations, ownership arrangements, LLC

agreements and M&A transactions, equity compensation arrangements and general

corporate law matters. He has developed a national practice addressing QSBS issues and

helping clients maximize their Section 1202’s generous tax benefits.

Tax Planning & QSBS Services

Frost Brown Todd’s QSBS practice is focused on maximizing the gain exclusion allowable under Section 1202 or
successfully navigating Section 1045’s requirements. An important part of our work involves making sure that our

clients are eligible to claim Section 1202’s gain exclusion or election to reinvest proceeds under Section 1045. Another
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key part of our QSBS work is making sure that our clients are in the best position possible if the IRS challenges their

return positions. Here is a nonexclusive list of our tax planning services:

Helping clients navigate through the choice of entity decision and whether to operate their business through a

C corporation and seek eligibility for claiming the Section 1202 gain exclusion.
Assisting clients in efforts to meet the eligibility requirements for claiming Section 1202’s gain exclusion.

Assisting clients in preparing for a potential IRS audit by gathering the information and documentation

necessary to establish that they have met each of Section 1202’s eligibility requirements.

DOWNILOAD BROCHURE

QSBS Guidebook for Family Offices and Private Equity Firms

A. A brief introduction to Section 1202 and QSBS
Section 1202.

Section 1202 is an Internal Revenue Code provision that applies to certain C corporation stock issued after August 10,
1993. Assuming all of Section 1202’s eligibility requirements are satisfied, a taxpayer selling QSBS issued after
September 27, 2010, is eligible to exclude 100% of gain realized from federal income taxes up to the applicable cap
amount.” Many states also follow the federal treatment of QSBS.

The per-taxpayer gain exclusion is capped at $10 million ($15 million for QSBS issued after July 4, 2025) (the
“Standard Cap”) per issuing corporation. If a corporation issues QSBS to 10 taxpayers, each taxpayer has the potential
to exclude an amount of capital gain equal to the Standard Cap arising out of a taxable sale or exchange of QSBS. If a
taxpayer holds QSBS issued by three separate C corporations, that taxpayer has the potential to exclude an amount up
to the Standard Cap for each of the three corporations. If a taxpayer has contributed property or money to a
corporation in exchange for QSBS, there are circumstances where the taxpayer will be eligible to exclude more that the
Standard Cap by utilizing Section 1202’s 10X Cap (10 times the fair market value of property or money contributed
to the corporation in exchange for QSBS) (the “10X Cap”). For example, a taxpayer purchasing $4 million in
preferred stock (QSBS) from a corporation has an aggregate tax basis of $4 million in his QSBS and a potential $40
million gain exclusion under the 10X Cap. A taxpayer can also multiply the Standard Cap by gifting QSBS to other
taxpayers, each of whom will have their separate Standard Cap.® A taxpayer can hold both pre-OBBBA QSBS with a
$10 million Standard Cap and post-July 4, 2025, QSBS with a $15 million Standard Cap (but the aggregate of both

Standard Caps would not exceed a $15 million gain exclusion.

Individuals, trusts and pass-thru entities (LLC/LPs/S corporations) are eligible to claim Section 1202’s gain exclusion.
C corporations are not eligible to claim Section 1202’s gain exclusion. Partnerships and S corporation pass through
Section 1202’s gain exclusion to owners on their Schedule K-1s. Subject to Section 1202’s rules regarding who is
eligible to claim Section 1202’s gain exclusion, each equity owner of a pass-thru entity would be entitled to take
advantage of a separate $10 million per-issuer gain exclusion cap.

The various taxpayer and issuing-corporation level requirements for stock to qualify as QSBS are discussed below. No
election or filing is required at the time of issuance for stock to qualify as QSBS. Section 1202’s gain exclusion must
be properly claimed on the tax return for the year QSBS is sold.
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Although Section 1202 was enacted to encourage investments in domestic (US) start-ups, the statute’s benefits should
also be available to family offices and PE Firms acquiring majority interests in certain closely-held companies. Buyers
structuring a transaction with an eye towards taking advantage of Section 1202’s gain exclusion will generally form a
C corporation to purchase the target company’s equity or assets. A key point is that Section 1202 doesn’t require the
corporation issuing QSBS to be a start-up. So long as the corporation issuing QSBS passes the Aggregate Gross Assets
Test, an issuer of QSBS can purchase the assets of an existing business. A second key point is that the drafters of
Section 1202 contemplated that the corporation issuing QSBS might engage in its business activities through one or
more controlled corporate subsidiaries.” Section 1202 doesn’t require that the subsidiary be newly-formed by the
parent corporation issuing QSBS. These facts support the argument that a buyer can organize a C corporation that
issues QSBS, and uses the infused capital and debt to acquire the stock of an operating company. See Section L below
for a more detailed discussion of this issue.

Although Section 1202 explicitly requires that the corporation issuing QSBS must be a domestic (US) C corporation,
the statute doesn’t restrict the ability of the domestic corporation to own foreign assets, engage in business activities
outside of the United States, or hold the equity of foreign corporations or pass-thru entities. Finally, Section 1202
does not explicitly address the effect of holding joint venture interests (LPs/LLC interests) on Section 1202 eligibility
issues, but there is no reason to assume that silence should be taken as a negative.®

See the article “A Section 1202 Walkthrough: The Qualified Small Business Stock Gain Exclusion” and the QSBS
library.

Qualified Small Business Stock (QSBS)

QSBS must be “stock” for federal income tax purposes that is originally issued by a domestic (US) C corporation and

meets all of Section 1202’s other eligibility requirements. QSBS can be voting or nonvoting common or preferred
stock. Entities such as partnerships and LLCs that have elected to be taxed as a corporation can issue “stock” for
federal income tax purposes. Stock options and warrants are not “stock” for federal income tax purposes. Debt
securities and SAFE instruments might potentially qualify as “stock” if the instruments have more equity-like than
debt-like characteristics, but taxpayers who are looking for certainty should acquire originally-issued “stock.” Stock
issued to service providers that is subject to a “substantial risk of forfeiture” under Section 83 (e.g., time and/or
performance vesting) can qualify for Section 1202’s gain exclusion, but, unless a Section 83(b) election is filed, the
taxpayer’s holding period won’t commence until the stock vests. For articles discussing the benefits, requirements
and planning aspects for Sections 1202 and 1045, including whether SAFE instruments are “stock” for federal income

tax purposes, see the QSBS library.
QSBS strategies for family offices and PE firms

Experience has shown that some family offices focus on minority investments in QSBS issued by start-ups and closely-
held businesses. The sections below addressing “Best practices for minority investments in QSBS” (Section I) and
“Tips for structuring the ownership of QSBS by family offices and PE Firms” (Section K) focus on family offices
making minority QSBS investments. Also, there are family offices and PE Firms focusing on issuing QSBS in
connection with acquiring majority ownership positions. The sections below addressing “Best practices for majority
investments in QSBS) (Section ]), “M &A issues — structuring the acquisition of an operating company,” (Section L)
and “M&A issues — structuring the sale of an operating company” (Section M), focus on planning issues associated
with acquiring or selling majority ownership positions.

Substantiation of QSBS tax benefits
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A critical aspect of planning is the preparation and effort necessary to substantiate a taxpayer’s eligibility to claim
QSBS tax benefits. Successful substantiation requires both understanding the factual elements necessary to
substantiate each taxpayer-level and corporate level eligibility requirements associated with claiming the benefits of
Section 1202 and/or 1045 and then taking the necessary steps to gather and maintain the documentation necessary to
accomplish the task. The articles “Substantiating the Right to Claim QSBS Tax Benefits — Part 1” walks through
provides a framework for substantiating satisfaction of each Section 1202 and Section 1045 eligibility requirement and
“Substantiating the Right to Claim QSBS Tax Benefits — Part 2” addresses how “attestations,” issuing corporation

certificates, tax advice and tax opinions can assist in those efforts. Part 2 also addresses the potential tax penalties,
investing through “pass-thru” entities, claiming QSBS benefits on returns and tax insurance for claimed QSBS tax
benefits.

B. A brief introduction to Section 1045

Section 1045 allows taxpayers to sell QSBS (“Original QSBS”) and reinvest proceeds in replacement QSBS
(“Replacement QSBS”) on a nonrecognition basis (similar to a like-kind exchange. If Replacement QSBS is later sold,
Section 1202’s gain exclusion can be claimed if all eligibility requirements are met. Plus, a taxpayer’s holding period
for Original QSBS carries over into Replacement QSBS for the purposes of meeting Section 1202’s five year+ holding
period requirement.” As might be expected, most investments in Replacement QSBS occur when a taxpayer’s
Original QSBS holding period doesn’t exceed five years, but the right to reinvest proceeds isn’t limited to those
circumstances. Section 1045 reinvestment strategies are also employed by taxpayers whose aggregate sales proceeds
exceed Section 1202’s gain exclusion cap. For purposes of calculating the amount of Section 1202 gain exclusion is
available to a taxpayer, Sections 1045 and 1202 do not aggregate the gain excluded from the sale of Original QSBS
and Replacement QSBS. For example, there are no tax authorities suggesting that a taxpayer should not be able to
exclude $10 million of gain when Original QSBS is sold, roll proceeds in excess of the applicable gain exclusion caps
into Replacement QSBS, and exclude an additional Standard Cap amount when the Replacement QSBS is sold.

Family offices sometimes use Section 1045 to redeploy proceeds from the taxable sale of Original QSBS on a pre-tax
basis into one or more investments in Replacement QSBS. The challenge is that Section 1045 requires that the
reinvestment occur within 60 days after the sale or exchange of the Original QSBS. A possible strategy employed by
both family offices and PE Firms to cope with requirement that reinvestment in Replacement QSBS occur within 60-
day rule is to reinvest Original QSBS sales proceeds into the Replacement QSBS of a newly-formed corporation
organized for the activity of searching for and acquiring a qualified small business. This strategy is supported by a
reference in Section 1202(e)(2) to start-up activities under Section 195(c)(1)(A), a provision which includes within its

scope engaging in the active conduct of searching for a business acquisition opportunity.'’

See the articles “ Reinvesting QSBS Sales Proceeds on a Pre-tax Basis Under Section 1045 — Part 1” and “Reinvesting
QSBS Sales Proceeds on a Pre-tax Basis Under Section 1045 — Part 2.”

C. A short history of Section 1202 and QSBS

Section 1202 became law during 1993. Only stock issued on or after August 11, 1993, can qualify as QSBS.
Legislative history states that Section 1202 was designed to provide “targeted relief for investors who risk their funds in
new ventures [and] small businesses.” The gain exclusion was intended to “encourage the flow of capital to small businesses,
many of which have difficulty attracting equity financing.” In connection with increasing the gain exclusion to 100%
during 2010, the legislative history noted that the “increased exclusion and the elimination of the minimum tax preference
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for small business stock will encourage and reward investment in qualified small business stock.”"" Not surprisingly,

Section 1202 has historically received strong support from the angel investor and venture capital communities.

Past legislative handouts circulated by the Angel Capital Association supported passage of a 100% gain exclusion (this
mission was accomplished in 2010), reducing the investment holding period from five to two years (not yet achieved),
simplifying the determination of whether a business was a qualified small business (definitely not yet achieved) and
allowing a taxpayer’s holding period for his LLC interests to tack onto his QSBS holding period in connection with
partnership incorporations (a great idea for those seeking the gain exclusion but not yet achieved).

In past years, the National Venture Capital Association (NVCA) proposed that the size threshold for qualified small
businesses be increased from $50 million (which was pegged in 1993) to $100 million, that the “substantially all”
standard and the method of verifying Section 1202 qualification be reformed, and that the Section 1045 rollover
period be expanded from 60 to 180 days.'” The NVCA asserted that a purpose of its lobbying efforts includes spurring

the growth of larger venture capital funds financing the nation’s startups.

Some academics have voiced skepticism about the economic justification for the QSBS gain exclusion. Professor

Victor Fleisher has written of QSBS that

a better name would be the ‘angel investor loophole.” Angel investors and venture capitalists, of course,
argue that these are precisely the type of start-ups that tend to create new jobs, and thus they should be
encouraged, not taxed. Perbaps the low tax rate encourages angels to put more money into start-ups instead
of index funds. On the other hand, it is not clear that the tax break is necessary to encourage investment
that would not otherwise take place . .. Tax is not a first-order consideration."

Adam Looney of the Urban-Brookings Tax Policy Center argued in a blog focusing on wealthy taxpayer’s use of C
corporations that the QSBS gain exclusion “has little justification on economic grounds, accrues almost entirely to the
highest-income taxpayers, and will prove costly with a 20 percent corporate rate; it should be repealed.”*

During 2021, legislation was proposed that would have provided that the 75% and 100% QSBS exclusion percentages
would not apply to taxpayers with adjusted gross income of at least $400,000, and that the baseline 50% exclusion
provided for Section 1202(a)(1) would remain available for all eligible taxpayers. This amendment to Section 1202
included in the Build Back Better legislation was not enacted. The subsequent Inflation Reduction Act passed in
August 2022, did not amend Sections 1202 or 1045. Legislation was introduced during Spring, 2023 that would
expand the scope of business entities eligible to issue QSBS beyond C corporations, reduce the holding period from
five to three years, and treat convertible debt and SAFE instruments as “stock” for purposes of Section 1202."” While
the NVCA and others support this legislation, it seems unlikely that any amendments (positive or negative) to Section
1202 will make it through the current Congress.

OBBBA was signed into law on July 4, 2025. There were three amendments to Section 1202. First, the per-taxpayer,
per-issuing corporation standard gain exclusion cap was increased from $10 million to $15 million. Second, the
Aggregate Gross Assets Test size limit on the ability of a corporation to issue QSBS increased from $50 million to $75
million. Third, instead of only a 100% gain exclusion after five years, taxpayers now have the option of claiming a
50% gain exclusion for QSBS sold after three years and a 75% gain exclusion for QSBS sold after four years. Each of
these changes are incremental enhancements. Probably the biggest takeaway from OBBBA is what the bill didn’t do.
OBBBA did not increase the favorable 21% flat corporate tax rate or reduce Section 1202’s percentage gain exclusion.
For further discussion of OBBBA changes, see the article “One Big Beautiful Bill Act Doubles Down on QSBS
Benefits for Startup Investors.”
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D.  Why has Section 1202 flown under the radar screen?

Section 1202 has been around since 1993 and has gone through several amendments over the years. Given the
potential for a significant gain exclusion, an obvious question is why the provision has somewhat languished in
obscurity, out of sight among many business owners and professionals, and in particular, the further away you are
from Silicon Valley. For the period beginning in 1993 and ending in 2017, there are at least some plausible answers.
Section 1202’s percentage gain exclusion was 50%, then 75% and 100% only beginning in 2010, with remaining gain
taxed at a highly unfavorable 28% rate. Corporate tax rates were only reduced from 35% to 21% beginning in 2018.
Until the gain exclusion was increased to 100%, the blended tax rate wasn’t significantly better than the historically
generous 15% capital gains rate. Also, operating a business through a C corporation with its high corporate tax rates
and the always present threat of double taxation of distributions (in contrast to pass-through tax treatment of LLCs
and LPs), presented a less than favorable choice. There are several additional reasons why the pursuit of Section 1202’s
gain exclusion might not be attractive. Section 1202 has a number of eligibility requirements, including a five-year
holding period before a taxpayer can qualify for claiming the gain exclusion. Some PE Firms work with C
corporations, foreign investors and tax-exempt investors who won’t benefit from holding QSBS because they have
separate exemptions from tax on capital gains. Other buyers routinely acquire businesses that exceed Section 1202’s
Aggregate Gross Assets Test limit, regardless of how aggressively the Aggregate Gross Assets Test is calculated. Finally,
Section 1202 planning is complicated. The general lack of experienced professionals with QSBS planning experience
likely qualifies as an additional factor working against pursuing Section 1202’s benefits.

As noted above, the 2017 Tax Act changed the landscape significantly by lowering the corporate rate from 35% to
21%. Beginning in 2018, there has been a noticeable upswell in interest by investors seeking minority investments in
QSBS and by buyers pursuing the gain exclusion by acquiring businesses through C corporations that appears to have
accelerated further after passage of OBBBA in 2025.

E.  Who qualifies for 1202’s gain exclusion?

Section 1202 provides an exclusion from gain for non-corporate taxpayers filing US federal income tax returns. Many
states follow the federal income tax treatment of QSBS. Notably, California is among the states that do not recognize
the gain exclusion, which has generated significant interest in Delaware and Nevada non-grantor trust planning and

push-back from California.

C corporations selling QSBS cannot claim the gain exclusion. Individuals, trusts and estates are potentially eligible to
claim the gain exclusion. S corporations and LLCs and LPs taxed as partnerships can pass the gain exclusion through
to owners, and LLCs/LPs taxed as partnerships can distribute shares of QSBS to members/partners. Section 1202 has
an original issuance requirement which means that most taxpayers holding QSBS are founders, employees and
investors who acquired their stock directly from the issuing corporation for money, property (excluding stock) or
services. QSBS that is gifted or transferred upon the death of the holder retains its status in the hands of the recipient.

Nonresident foreign stockholders and tax-exempt investors fall into the category of stockholders who have separate
exemptions from US taxation of capital gains, and for that reason do not require or benefit from Section 1202’s gain
exclusion. Some investors look to IRAs as a funding source, but traditional IRAs mix cleanly with QSBS. When a
traditional IRA sells stock, the traditional IRA is exempt from tax on any resulting capital gains regardless of whether
the stock is QSBS. And when the proceeds are distributed out of the traditional IRA, the proceeds are taxed as
ordinary income, regardless of whether the proceeds arose from the sale of QSBS. Compare this result to a situation
where an individual holds QSBS directly and sales proceeds are eligible for Section 1202’s gain exclusion. Roth IRAs
are not subject to the same problems associated with investment in QSBS through traditional IRAs, but may not be
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the best use of Roth IRA funds. See “Structuring the Ownership of Qualified Small Business Stock (QSBS) — Is There
a Role for Roth IRA’s?”

The fact that certain investors won’t benefit from QSBS may complicate the choice-of-entity decision. For example, C
corporation investors may be opposed to converting a partnership into a C corporation. The C corporation isn’t
eligible to claim Section 1202’s gain exclusion and might be concerned that a buyer will reduce the purchase price if
the deal is structured as a stock sale rather than an asset sale.' Tax-exempt and foreign investors often invest through
C corporation blockers, so structuring the operating company itself as a C corporation might not materially affect
them. However, there are some foreign investors who may look to invest in a pass-thru (e.g., LP/LLC) operating
company in order to take advantage of favorable tax treaties.

One of Section 1202’s several eligibility requirements is the Aggregate Gross Assets Test — that a corporation’s
aggregate gross assets cannot exceed $50 million ($75 million for QSBS issued after July 4, 2025) prior to the issuance
of stock being tested for QSBS eligibility or immediately after the issuance of the QSBS. If a newco C corporation is
organized and funded to purchase business assets or stock, the corporation’s “aggregate gross assets” will generally
equate to the valuation of the acquired assets/stock. After the initial QSBS is issued to founders and early investors
and employees, the acquired company’s value can grow to greatly exceed $75 million without adversely affecting the
QSBS status of previously issued stock (of course, that’s the goal of structuring a deal to allow for the issuance of
QSBS). Although the Aggregate Gross Assets Test places a limit on the size of potential target companies, there are
obviously many target companies that fall below this size cap. As discussed below, how the Aggregate Gross Assets
Test is calculated can create planning opportunities to acquire the stock of companies whose enterprise value exceeds
the aggregate gross assets limit.

Finally, if the anticipated holding period for the equity of the business is less than five years, operating as a C
corporation in hopes of benefiting from Section 1202 may not make sense unless there is a solid expectation that stock
exchanges governed by Sections 351 or 368 or a reinvestment of proceeds under Section 1045 represents viable
options. OBBBA’s introduction of a 50% gain exclusion after three years and a 75% gain exclusion after four years
takes some of the pressure off of planning for Section 1202’s holding period requirement, but certainly aiming for the
100% gain exclusion after satisfying a five-year holding period remains the gold standard from a planning standpoint.

F. A brief primer addressing Section 1202’s eligibility requirements'’

QSBS Issuer Eligibility Requirements. The following is a brief introduction to the various requirements that must be
satisfied before a taxpayer is eligible to claim Section 1202’s gain exclusion:

- QSBS can only be issued by a domestic (US) C corporation. A domestic (US) LLC or LP that has made an
election to be taxed as a corporation (a check-the-box election) can issue QSBS. An S corporation cannot issue

QSBS.

- The stock of a corporation that is or has been a domestic international sales corporation (DISC) or former DISC,

a regulated investment company, a real estate investment trust, a real estate mortgage investment conduit

(REMIC) or cooperative cannot qualify as QSBS.

- The corporation that issues QSBS must maintain its status as a “qualified small business” for “substantially all” of
a taxpayer’s QSBS holding period. This means that during that period, the corporation must be a C corporation
and engage in the active conduct of one or more qualified business activities, using at least 80% of its assets (by
value) (the “80% Test”) in the pursuit of such activities. A qualified business activity is an activity that isn’t

excluded under Sections 1202(e)(3) or 1202(e){(7). The activities and assets of controlled subsidiaries are taken
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into account for purposes of this test. Section 1202(e)(3) provides that the term “qualified trade or business”

means
any trade or business other than —

A any trade or business involving the performance of services in the fields of health, law, engineering,
architecture, accounting, actuarial science, performing arts, consulting, athletics, financial services,
brokerage services, or any trade or business where the principal asset of such trade or business is the

reputation or skill of 1 or more of its employees,
A any banking, insurance, financing, leasing, investing, or similar business,
A any farming business (including the business of raising or harvesting trees),

A any business involving the production or extraction of products of a character with respect to which
a deduction is allowable under section 613 or 6134, and

A any business of operating a hotel, motel, restaurant, or similar business.

Also, Section 1202(e)(7) provides that the “ownership of, dealing in, or renting of real property shall not be treated as
the active conduct of a qualified trade or business.” Determining whether business activities fall within the scope of
one of these excluded categories is a significant aspect of Section 1202 planning. Typically, most software,
biotech, sales and manufacturing businesses qualify for Section 1202’s gain exclusion. Companies that provide
goods or services to healthcare companies or other excluded categories often qualify so long that they don’t
directly engage in the excluded activity (e.g., bill patients for a healthcare professional’s services versus provide
software that assists in analyzing radiology slides). In some cases, companies will engage in both qualified and
disqualified activities, requiring a determination whether at least 80% by value of the corporation’s assets are used

in the qualified activity.

While Section 1202 requires that an issuer of QSBS be a domestic (US) corporation, the statute doesn’t suggest
that the corporation’s assets must be on US soil or that the QSBS issuer’s subsidiaries must be domestic (US)
corporations. Given the fact that the drafters of Section 1202 could easily have referred to a domestic (US)
subsidiary if they had so chosen, we believe that it is reasonable to conclude that a subsidiary for purposes of the
80% Test and the active conduct requirement can be either a domestic or non-domestic subsidiary. While
Section 1202 does address how minority and majority ownership of corporate stock should be considered, the
statute is silent regarding the impact on satisfying the 80% Test presented by operating through joint ventures.
Treasury Regulations issued under Section 355 provide useful guidance suggesting that it is possible for a parent
corporation to be engaging in the active conduct of a business through joint venture interests. Passive investments

in LLCs and LPs would count against meeting the 80% Test.

Beginning two years after the formation of a corporation issuing QSBS, any cash or working capital associated
investment assets in excess of 50% by value of the corporation’s assets won’t count towards satisfaction of the
80% Test. Excess cash not required for working capital needs or reinvestment should be distributed out of the
corporation or paid out as compensation or fees, not only because excess cash counts against satisfying the 80%

Test but also because of the risk posed by the accumulated earning tax.
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A corporation will not be considered a qualified small business during any period where the corporation’s
minority stock and securities positions exceed 10% of the value of the corporation’s assets. During any period
the corporation fails this test, it would count against the requirement that the corporation be a qualified small
business for “substantially all” of a taxpayer’s QSBS holding period. For purposes of this requirement, both the
stock of majority-owned subsidiaries and investment assets that represent parked working capital are excluded
from calculation of the 10% limit. The value of the corporation’s assets should include the value of un-booked
goodwill and other intangible assets. The value of any minority stock and securities positions also counts against

satisfaction of the 80% Test.

A corporation will not be considered a qualified small business during any period where the corporation’s
holdings of real property not used in the active conduct of its business exceed 10% of the total value of the
corporation’s assets. Any period during which the corporation fails this test would count against the requirement
that the corporation be a qualified small business for “substantially all” of a taxpayer’s QSBS holding period.
Although there are no tax authorities interpreting this requirement, it seems reasonable to assume that
commercial office space used by the business would not be considered excluded investment property so long as
the facility was used solely by company engaging in the active conduct of a permissible business activity. But
spending $5 million purchasing and renovating a building for the purpose of operating a business valued at $2
million would likely invite IRS scrutiny. The value of included real property holdings count against satisfaction
of the 80% Test.

In connection with an issuance of stock that is intended to qualify as QSBS, a corporation must not have made
one or a series of stock redemptions triggering Section 1202’s “anti-churning” redemption restrictions. Stock
redemptions during the two-year period beginning a year prior to the issuance of QSBS could potentially trigger
the loss of QSBS status. And with respect to a particular taxpayer who is issued QSBS, any redemption from the
taxpayer or a related person during a four-year period starting two years prior to the QSBS issuance could
potentially trigger the loss of QSBS status. Treasury Regulations have been issued under Section 1202 addressing

this requirement.

At any time prior to the issuance of QSBS and immediately after the issuance, the “aggregate gross assets” of the
corporation must not exceed $50 million ($75 million for QSBS issued after July 4, 2025). No additional QSBS
can be issued by a corporation that has failed the Aggregate Gross Assets Test, but failing the Aggregate Gross
Assets Test doesn’t adversely affect the status of previously issued QSBS. For most successful start-ups, founder
stock and early-stage investor and employee stock issuances will be issued early enough to avoid the Aggregate
Gross Assets Test problem, but at some point the amount of capital raised through equity or debt financing may
push the corporation’s balance sheet (particularly the amount of cash raised and on the balance sheet) over the
aggregate gross assets limit. Generally, “aggregate gross assets” means the sum of a corporation’s cash plus the
adjusted tax basis of its assets, but if assets were contributed to the corporation in a tax-free exchange (e.g.,
Section 351 nonrecognition exchange or Section 368 tax-free reorganization), those assets must be included in
the computation taking into account their contributed fair market value. The assets of a corporate stockholder
that holds more than 50% of the issuing corporation’s stock and the assets of majority owned subsidiaries are
included in the computation.'® Typically, a corporation fails the Aggregate Gross Assets Test as a result of adding

too much cash to the balance sheet, but increases in FFE, inventory and receivables also conspire to push a
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corporation’s aggregate gross assets the Aggregate Gross Assets test limit. Companies that are converted from
partnerships to corporations with a high initial fair market value may go over the aggregate gross assets limit
quickly because assets contributed into a corporation in a Section 351 nonrecognition exchange are booked for

purposes of the Aggregate Gross Assets Test at their fair market value rather than their adjusted tax basis.

Taxpayer Level Eligibility Requirements

- A C corporation cannot claim Section 1202’s gain exclusion, so QSBS taxpayers generally fall into one of the
following taxpayer categories: individuals, pass-thru entities (partnerships or S corporations) or trusts. Generally,
foreign stockholders do not pay US taxes on the sale of US domestic stock so they do benefit from owning
QSBS. Likewise, US tax-exempt stockholders such as Section 501(c) entities and tax-exempt retirement accounts
(e.g., IRA & 401k accounts) do not pay taxes on the sale of US domestic stock so they do not benefit from

owning QSBS (other than sometimes serving as a potential source of capital for stock acquisitions).
g g P q

- QSBS must be “stock” as defined for federal income tax purposes. Stock issued to service providers that is subject
to time or performance vesting is not “stock” unless and until the stock vests or a Section 83(b) election was
properly filed. Compensatory or non-compensatory warrants and options are not “stock” until exercised. SAFE
instruments and debt instruments are generally not stock and should be avoided if the holder wants to start the
clock on Section 1202’s five year holding period requirements."” Voting and nonvoting common and preferred

stock qualify as “stock” for Section 1202 purposes.

- With limited exceptions (e.g., receipt as a “gift” for federal income tax purposes, receipt pursuant to a transfer at
death, via a distribution from a partnership to a partner, or via a Section 351 or Section 368 stock-for-stock
exchange), a taxpayer must have acquired his shares of QSBS directly from the issuing corporation in an original
issuance in exchange for money, property or services. QSBS purchased from a stockholder isn’t QSBS in the
hands of the purchaser. QSBS can be distributed by a partnership (for tax purposes) to a partner, but stock
distributed by an S corporation to its stockholders will lose its QSBS status. QSBS contributed to a Partnership
loses its QSBS status if it is retained and sold by the Partnership.

- A taxpayer must have a holding period of at least five years when the QSBS is sold in order to be eligible to claim
Section 1202’s 100% gain exclusion.”® There are circumstances such as a rollover of QSBS sales proceeds under
Section 1045 or an exchange of Original QSBS for Replacement QSBS under Sections 351 or 368 where the
holding period for the Original QSBS is tacked into the holding period for the Replacement QSBS. The holding
period of QSBS transferred by gift or upon death is tacked onto the recipient’s holding period.

- QSBS must be sold or exchanged in a taxable transaction in order to trigger a taxpayer’s eligibility to claim
Section 1202’s gain exclusion. A taxable sale or exchange for federal income tax purposes can include a stock sale,
a cash-out merger, a redemption of stock by the issuing corporation (treated as a taxable sale under Section 302)
or the receipt by a stockholder of proceeds distributed as a part of a corporation’s complete liquidation. The
distribution of QSBS by an S corporation to a stockholder as part of the complete liquidation of the S

corporation should be treated as a sale of the QSBS, triggering the right to claim Section 1202’s gain exclusion.

- A taxpayer must not establish any “offsetting short positions” with respect to the taxpayer’s QSBS.
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- There are no required tax elections or reporting requirements for stock to be treated as QSBS when issued or
when sold, but Section 1202’s gain exclusion must be properly claimed and reported on a taxpayer’s tax return

for the year of the sale.

G. A primer addressing the requirements for making a Section 1045 election

A taxpayer selling QSBS that has been held for at least six months has the option of reinvesting up to 100% of the
sales proceeds into Replacement QSBS during the 60-day period following the sale. In order to be eligible to elect
Section 1045 rollover treatment for sale proceeds, the following requirements must be met:

- The original stock must be QSBS.
- The taxpayer must have a six month holding period for the Original QSBS prior to its taxable sale.
- A taxable sale of the Original QSBS must have occurred.

- The taxpayer must acquire Replacement QSBS within 60 days after the closing of the taxable sale of the Original
QSBS.

- The corporation issuing the Replacement QSBS must be a “qualified small business” under Section 1202 and

remain so for at least six months after the issuance of the Replacement QSBS.

One issue that arises frequently is whether in connection with an installment sale, the period for reinvestment of
sale proceeds runs only from the closing date of the sale of the Original QSBS, or runs from each payment day
when there are deferred payments. There are arguments supporting both positions. Obviously, the approach
with the least risk would be completing a reinvestment in Replacement QSBS within 60 days after the closing
date of the taxable sale.

H. Dealing with Section 1202’s gain exclusion cap

Under Section 1202, each taxpayer has a cap on the amount of gain that can be excluded under Section 1202 with
respect to each corporation issuing QSBS. The per-taxpayer per-QSBS issuer gain exclusion cap typically is the greater
of the Standard Cap ($10 million increased to $15 million for QSBS issued after July 4, 2025), or the 10X Cap (10
times the sum of the cash and fair market value of property contributed by the taxpayer in exchange for QSBS). It is
possible to take advantage of both the Standard Cap and 10X Cap, but that occurs only when the issuer’s stock is sold
over two or more calendar years. Typically, founders and early-stage employees tax advantage of the Standard Cap
because they don’t have any tax basis in their founder or employee stock and investors sometimes have contributed
sufficient cash or property to take advantage of the 10X Cap.

One strategy that should be considered is first acquiring the assets or equity of a target company in a Partnership and
later converting the Partnership to a C corporation when the value of the business has increased sufficiently for
taxpayers to benefit from the 10X Cap.”' For example, if the buyer forms a Partnership or acquires the equity of a
Partnership for $10 million and converts the Partnership to a C corporation in a Section 351 nonrecognition
exchange when the business is valued at just under $50 million, the potential gain exclusion when the business is sold
for more than $550 million is $500 million, with the first $50 million of gain taxed at capital gains rates, the next
$500 million eligible for Section 1202’s gain exclusion and gain in excess of the $500 million of excluded gain taxed at
capital gains rates. A potential downside of this strategy of growing asset value in a Partnership before converting to a
C corporation is that the holding period for QSBS doesn’t commence until the conversion occurs, which can be a
problem given Section 1202’s requirement that a taxpayer’s holding period for QSBS must exceed five years. Another
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issue is that since property contributed in a Section 351 nonrecognition exchange is valued at fair market value for
purposes of the Aggregate Gross Assets Test, careful attention must be paid to not exceeding the aggregate gross assets
size limit for the property contributed in the Section 351 nonrecognition exchange. In situations where the Aggregate
Gross Assets Test becomes an issue, it might be possible to exclude certain assets from those contributed in connection
with the C corporation’s formation. Also, if a partnership is incorporated when the asset value approaches the
aggregate gross assets size limit and later sells for (only) $100 million, the deferred gain at the time of the contribution
won’t qualify for Section 1202’s gain exclusion. Incorporating when the Partnership was valued at substantially less
than $50 million would have achieved a better result under the circumstances. Another strategy for a taxpayer who has
a substantial anticipated QSBS gain is to acquire additional QSBS for a substantial money contribution in advance of
the sale. Under Section 1202(b)(1)(B), the aggregate adjusted tax basis of QSBS would include both QSBS with
holding periods that exceed five years and QSBS with a shorter holding period.*

If a Partnership acquires QSBS, each taxpayer has his own separate minimum Standard Cap (or 10X Cap), so long as
the partner held equity on the date the Partnership acquired the QSBS. For example, there is the potential for a $200
million gain exclusion if a Partnership with 20 equal partners invests in QSBS or acquires a business through a C
corporation. Presumably, if a pass-thru entity acquires QSBS in consideration of contributed money or property, each
equity owner’s 10X gain exclusion amount would be based on such equity owner’s share of the pass-thru entity’s
money or property paid as consideration for the QSBS (i.e., the equity owner’s share of the tax basis of the pass-thru
entity in the QSBS). Assuming the 10X gain exclusion amount would be allocated as outlined in the preceding
sentence, holders of a profits interest (carried interest) on the date the pass-thru entity acquired the QSBS would not
benefit from the 10X Cap but could still claim Section 1202’s gain exclusion based on the Standard Cap.

Section 1202(b)(1)(B) defines the 10X gain exclusion cap as being “10 times the aggregate adjusted bases of qualified
small business stock issued by such corporation and disposed of by the taxpayer during the taxable year.” This provision only
refers to the aggregate adjusted tax basis of a taxpayer’s QSBS, and doesn’t distinguish between QSBS with different
holding periods. If a taxpayer is holding more QSBS than covered by the Standard Cap but doesn’t have sufficient
aggregate tax basis in his QSBS to take advantage of the 10X Cap, one possible strategy would be for the taxpayer to
acquire additional QSBS through making additional contributions of money or property, which should result in an
increase in the taxpayer’s aggregate QSBS tax basis. This strategy should work regardless of whether there is an
expectation that the holding period for the additional QSBS would exceed five years when the business is sold. The
additional stock must be QSBS when issued. Although Section 1202 is silent on the issue, we believe that it would be
prudent for a taxpayer to be able to establish that there was a bona-fide business purpose (i.e., for reasons other than
“stuffing” the corporation to further benefit from Section 1202) for the contribution of the money or property in
exchange for the issuance of the additional QSBS.

If the 10X Cap isn’t available because insufficient money or property has been contributed to the corporation, but the
issuing corporation’s value has increased to the point where the per-taxpayer potential gain exceeds the Standard Cap,
taxpayers should consider gifting QSBS to other taxpayers, including non-grantor trusts (e.g., Delaware asset
protection trusts).” Another strategy would be to reinvest excess proceeds (i.e., proceeds in excess of the gain
exclusion cap) into Replacement QSBS under Section 1045. For example, if a taxpayer has a $25 million gain when
QSBS is sold, the taxpayer could claim a gain exclusion up to the Standard Cap limit and reinvest some or all of the
proceeds into Replacement QSBS under Section 1045 (subject to Section 1045’s somewhat complicated rules
regarding the ordering of gain deferral). Finally, if a taxpayer’s Original QSBS is exchanged for QSBS of a buyer,
Section 1202 doesn’t appear to link the Original QSBS and the Replacement QSBS, opening the door for potentially
multiplying the gain exclusion cap by selling some of the original target company QSBS and subsequently selling
buyer stock received in exchange for original target company QSBS -- in this scenario, the buyer stock would be
subject to a separate gain exclusion cap as stock of a different issuing corporation.
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L. Best practices for minority investments in QSBS

There are family offices throughout the United States who are either considering or have implemented a plans to focus
on multiple QSBS investments (usually preferred stock investments). Professionals working with these family offices
often develop a working knowledge of QSBS issues, and ideally surround themselves with tax professionals with a
deep understanding of QSBS planning. Below are several key issues to consider when making minority investments in

QSBS.

The investment must be in “stock” for federal income tax purposes

Only investments treated as “stock” for federal income tax purposes qualifies as QSBS. QSBS can be voting or
nonvoting preferred (including convertible preferred) or common stock. Section 1202 allows for the conversion of
convertible preferred stock to common stock, as the statute specifically provides that the common stock issued upon
conversion of one class of stock into another retains its QSBS status and continues the holding period that
commenced when the original QSBS was issued. Stock that is subject to substantial risk of forfeiture under Section 83
(i.e., subject to vesting requirements and non-transferable) is not treated as “stock” or QSBS until the stock vests,
unless a Section 83(b) election is made when the stock in connection with the stock’s issuance. Investments in
convertible debt, SAFE instruments, stock options or warrants should generally be avoided if the focus is on obtaining
Section 1202’s benefits, as none of those investments are irrefutably treated as “stock” for Section 1202 purposes, and
the expectation should be that the holding period for Section 1202 purposes (i.e., for purposes of meeting the five
year+ holding period requirement) won’t commence until stock is treated as have been issued).

Pre-investment and ongoing due diligence associated with minority investments in QSBS

The additional due diligence associated with an investment in preferred or common QSBS should focus on obtaining
a comprehensive set of representations and warranties from the issuer with respect to facts relevant to whether the
corporation is a qualified small business, along with determining that management’s level of commitment to obtaining
the benefits of Section 1202 for its stockholders is fully aligned with the expectations and goals of the family office
investor. In addition, the issuing corporation should be asked to covenant that it will provide periodic financials and
other information upon request, use at least commercially reasonable best efforts to preserve the QSBS status of the
investor’s stock to the extent that the eligibility requirements are at the issuing-corporation level, and to further
covenant that the issuing corporation will provide reasonable assistance in the investor’s efforts to document
satisfaction of issuing corporation level eligibility requirements down the road when the investor’s stock is sold.
Obviously, the extent to which many issuing corporations will be willing to provide these representations, warranties
and covenants will differ from corporation to corporation and may depend on the importance of a particular investor’s
money is to the corporation. Companies that issue QSBS may balk at providing an unqualified covenant that no
actions will be taken that might result in the termination of its investors” QSBS status. Management must deal with
the concern that there might be a decision down the road that would benefit the company overall but would terminate
QSBS status. For example, the business might have the opportunity to acquire the assets of attractive excluded
activities or investment assets, putting the corporation at risk of failing the 80% Test.

J. Best practices for majority investments in QSBS
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